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STUDY URGES INTERNATIONAL ACTION

TO REBALANCE THE DOLLAR

Strategy needed to end currency manipulation by China, other countries

The recent drop in the dollar against the euro and a few other currencies has not gone far enough to offset the harm done to the U.S. economy by the overvalued dollar for the last several years.  The dollar has reversed only one-third of its increase in value since 1995 relative to European and other major currencies, and has not fallen relative to the currencies of developing nations that account for more than half of the U.S. trade deficit.  Promoting a more complete and orderly decline in the dollar while averting a global recession will take the concerted action of the U.S. and its trading partners around the world, rather than the hands-off attitude adopted by the Bush administration.  

That’s the conclusion of a study by economist Robert A. Blecker, released today by the Economic Policy Institute, which documents the damage done by the overvalued dollar and recommends a plan of action to bring the dollar into equilibrium.  “The G8 meeting gives the U.S. and its trading partners an opportunity to lay important groundwork for a coordinated strategy to balance the dollar and stimulate the global economy,“ said Blecker, a professor of economics at American University and a research associate of the Economic Policy Institute.

Why is the dollar overvalued and what’s the harm? This study shows how massive capital inflows into the United States in the late 1990s from depressed foreign economies led to the dollar’s overvaluation.  Even with the current drop in the dollar against some currencies such as the euro, the dollar is still 28 % higher overall than it was at its low point in July 1995. 

An important reason why the dollar remains high is, as Blecker details, outright currency manipulation by some countries that have trade surpluses with the U.S.   Japan, China, Taiwan, and other East Asian countries keep their currencies artificially low by buying up large amounts of dollar reserves.  By 2002, Japan, China and Taiwan alone accounted for about 40 percent of the overall U.S. trade deficit, and no other group of countries in the world comes close in levels of reserves accumulated.

According to Blecker, the ballooning value of the dollar since late 1995 has acted like a massive tax on U.S. exporters and a subsidy to U.S. imports. The high dollar slowed export growth and accelerated import growth, with a negative net effect on U.S. employment.  By raising the cost of domestic goods and making imports cheaper, the overpriced dollar has crushed the domestic manufacturing sector – traditionally the economy’s main source of growth and good jobs – eliminating 740,000 jobs between 1995 and 2002.  

The overvalued dollar hurts business profits too.  In the midst of an overall economic boom in the late 1990s, profits for U.S. manufacturing firms began a decline that coincided with the dollar’s rise in response to the Asian financial crisis.  The author calculates that profits of U.S. manufacturing firms were nearly $100 billion lower by 2002 as a result of the dollar’s overvaluation.  He also notes that multinational corporations were able to shift production and jobs offshore, thus evading the negative effects of the high dollar that domestic manufacturing companies and workers could not escape.

As business profits drop, investment money dries up.  The future of manufacturing in the U.S. is weakened by the decrease in investments in plants, equipment, and software.  Blecker estimates that investment in domestic manufacturing was reduced by $42.7 billion in 2002 as a result of the post-1995 appreciation of the dollar.  

The report, The Benefits of a Lower Dollar, not only documents the economic injury caused by the overvalued dollar, it also proposes ways to manage a controlled calming of the dollar.

· The U.S. should set a lower target for the dollar’s value, and encourage an orderly rebalancing of the dollar.

· The U.S. should discourage countries, particularly China, from manipulating their currencies – artificially undervaluing their currency by buying up large amounts of dollar reserves.  Instead, they should be encouraged to allow their currencies to appreciate to market equilibrium levels.

· Economically depressed European countries and Japan should be encouraged to revive their economies through building domestic demand, rather than rely on low currency values and export-led growth.

Robert A. Blecker, author of The Benefits of a Lower Dollar, is a professor of economics at American University, Washington, D.C., and a research associate of EPI.

The Economic Policy Institute is a nonprofit, nonpartisan economic think tank founded in 1986. 

The Institute can found on the web at http://www.epinet.org.
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